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The Investment Credit With Respect to
Oil and Gas Well and Lease Equipment
by PRESLEY S. FORD, JR.

Partner, Tulsa Office

Presented before the Tulsa Chapter of The Oklahoma
Society of Certified Public Accountants—December 1962
CREDIT provisions of the Revenue Act of 1962
present a challenge to all accountants. Nowhere are the problems more complex than in the case of the credit as it relates to oil
and gas well and lease equipment. Without benefit of regulations,
rulings, or court decisions the author is forced to express merely
personal opinions. These are not necessarily the views of his firm
and you may agree or differ as you study the problems encountered
in the course of your work.
H E INVESTMENT

SECTION 38 PROPERTY
All will agree with the general proposition that oil and gas
well lease equipment is section 38 property. It is tangible property.
It is depreciable property. As a class it has a useful life in excess of
four years. Whether it is personal or real property under the law of
the state is not relevant for the reason that not only tangible personal
property but real property used in manufacturing, production, or extraction qualifies. A lease building and its structural components
would be an exception to this general rule. (Section 48(a)(1)),
USEFUL LIFE
Oil and gas well and lease equipment has a guideline class life
of fourteen years. The Senate Finance Committee Report, however,
states:
An estimated useful life must be assigned to each separate property. Thus, if a taxpayer is using a multiple-asset account, he must
assign a useful life to each asset in such account for the purpose of
computing his qualified investment. If a taxpayer is using a method
of depreciation, such as the units of production method, which does
not measure useful life in terms of years, he must estimate useful
life in years in order to compute his qualified investment.
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It seems reasonably clear that oil and gas well and lease equipment, even for a single lease, constitutes a multiple-asset account.
We must, therefore, think not solely in terms of the life of the oil
and gas lease as a whole but also in terms of the individual lives
of the various items that make up the multiple-asset account. It would
be helpful at this point to have a definition of the statutory term
each section 38 property. We have no such definition but it appears
to the author that an oil and gas lease includes many items of
property such as pumps, engines, and pipe which will be dealt with
as separate properties.
Not all items of oil and gas well and lease equipment have a
physical life of eight or more years. Joints of tubing or rods may be
replaced because of wear and tear or corrosion. Bottom hole pumps
are replaced or overhauled at frequent intervals. Engines, which drive
pumping units, are overhauled or replaced in less than eight years.
Wearing parts of equipment must be replaced and joints of flow line
pipe may have to be replaced because of corrosion.
The statute, however, refers not to physical life but useful life
and this should make a difference. Most, if not all, of the items
mentioned in the preceding paragraph would be recorded as repairs
and expensed without recording a retirement and replacement in the
equipment accounts. A practical approach would be to take the position that a useful life of less than eight years need be recognized in
computing the investment credit only for items which would be
treated as replacements under the accounting practices of the taxpayer. If an item may reasonably be expected to wear out in less
than eight years, this would appear to be significant only if the item
constitutes a property unit for the purpose of recording retirements.
So much for repairs; let's now consider the useful life of the
equipment item as compared with the useful life of the lease or well.
Suppose the taxpayer purchases an item that ordinarily would have
a useful life of more than eight years but places it on a lease for
which recoverable reserve estimates indicate a remaining life of less
than eight years. The Senate Finance Committee Report clearly
states that where the unit-of-production method is used, the taxpayer
must estimate useful life in years to compute his qualified investment.
This logically means more than estimating the number of years the
lease will produce before its primary reserves are depleted. Secondary
recovery possibilities should be considered. Moreover, if the equipment item is salvageable and may be removed from the lease and
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transferred to a second lease of the taxpayer it would appear that the
remaining life of the first lease is not controlling in determining the
useful life of the item.
Another complication is presented by the use of used equipment.
Here, as with new items, accountants are dealing with a bald question
of fact but the expired life complicates matters. Taxpayers will have
to use their best judgment on whether an item of used property has
a remaining useful life when placed in service of four or more years,
and, if less than eight, which useful life bracket is applicable.
The author's personal inclination in dealing with these various
problems of useful life in relation to oil and gas well and lease equipment is to take the position that the useful life of such items, in the
absence of clear evidence to the contrary, is at least eight years. If
time or circumstance proves this wrong, the recapture provisions
will remedy the error.
N E W v. U S E D P R O P E R T Y

The statute places an annual limit of $50,000 on qualified investment in used section 38 property. By so doing it makes the distinction
between new and used items a matter of some importance. New
section 38 property (Section 48(b)) includes two classes of items:
1.

Property acquired after December 31, 1961, if the original use of
such property commences with the taxpayer and commences after
such date.

2.

Property

the construction, reconstruction,

or erection of which

is completed by the taxpayer after December 31, 1961 but only

to the extent of costs attributable
or erection after that date.

to construction,

reconstruction,

This is familiar territory. The language used in this section is
almost identical except for effective dates with that used in section
167(c) in describing new property subject to the accelerated depreciaton methods. We may reasonably expect, therefore, that the regulations will be substantially the same. The Senate Finance Committee
Report in fact states that the same principles are applicable.
The existing regulations under section 167(c) specify that:
The portion of the basis of such property attributable to construction, reconstruction, or erection after December 31, 1953, consists of
all costs of the property allocable to the period after December 31,
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1953, including the cost of other basis of materials entering into such
work. It is not necessary that such materials be acquired after
December 31, 1953, or that they be new in use. If construction or
erection by the taxpayer began after December 31, 1953, the entire
cost or other basis of such construction or erection qualifies for these
methods of depreciation.
At this point the question arises: Does the equipping of an oil
and gas well or lease constitute construction or erection? If so, it
would appear that Used items installed on a new Well after December
3l, 1961 would be treated as new section 38 property and, therefore,
escape the $50,000 annual limitation; also, that items purchased before
January 1, 1962, if so Used, would qualify for the credit.
These terms construction, reconstruction, or erection are not new
in the Code. They made their appearance in section 168(d) which
defined an emergency facility as any facility, land, building, machinery,
or equipment, or any part thereof, the construction, reconstruction, erection, installation, or acquisition of which was completed after December 31,

The terms
are also used in relation to grain
storage facilities under section 169(d).

1949, and with respect to which a certificate . .. has been made.
construction, reconstruction, or erection

There appears to be no published ruling or decision relating to
the meaning of these terms as related to oil and gas wells and leases.
There is, however, at least one indication that the equipping of an
oil and gas well or lease may ultimately be regarded as a process
of installation rather than one of construction or erection. This is to
be found in the proposed regulations with respect to intangible drilling
and development costs (proposed regulation 1.612-4), which state
that items recoverable through depreciation include amounts paid for
wages, fuel, repairs, hauling, supplies, etc., used in the installation of casing
and equipment and in the construction on the premises of derricks and

This language clearly suggests that a well or
a lease is not a structure in the same sense as a building or bridge.
It does suggest that a lease may contain structures to which the
term construction would appropriately apply. That erection and
installation are not synonymous is suggested by the fact that section
168(d), relating to emergency facilities, uses both terms. Section
167(c), relating to accelerated depreciation methods, and section 48(b),
relating to qualified investment, use only the term erection.
other physical structures.

At this early stage in the law's interpretation We have no statement of the Internal Revenue Service position. There are some indica212

lions that it inclines to the foregoing interpretation. Over against
this, however, is a report to the effect that under a case relating to
import duties a well has been held to be a structure.
In dealing with used property two other factors are applicable:
(1) whether the used property was acquired by purchase as defined
in the statute and (2) what portion of the cost of used property
qualifies for the investment credit
Used property acquired from a related taxpayer, an affiliated
corporation, a decedent, or a donor, for example, does not qualify.
(Section 48(c)(3)(A) ). Nor does property qualify if it is used after
acquisition by the person from whom acquired, as in a sale-leaseback
transaction. (Section 48(c)(1))
The cost of used property acquired in a trade of used property
for used property includes only the boot given and not the adjusted
basis of the property traded in. If used property is sold, not traded,
and is replaced with used property the cost of the replacement property is reduced by the adjusted basis of the property replaced. These
rules do not apply if the disposition results in a recapture of credits.
(Section 48(c)(3)(B))
Replacements of property destroyed by casualty are subject to
special rules, (Section 46(c)(4))
WAREHOUSE TRANSACTIONS
Warehouse receipts and issues are a significant element of oil
and gas accounting and must be considered in relation to the investment credit.
The purchase of equipment for warehouse stock does not represent qualified investment because section 46 requires that the property
be placed in service. The transfer from a warehouse to a lease of
equipment purchased prior to January 1, 1962 does not represent
qualified investment because the property (other than that used in
construction, reconstruction, or erection) must have been acquired
after December 31, 1961. The transfer from a warehouse to a lease
of equipment acquired after December 31, 1961 represents qualified
investment at the time it is put in service, According to the Senate
Finance Committee Report, "The date on which property is placed
in service is the first date depreciation would be allowable to the
taxpayer if he computed his depreciation deduction on a daily basis,"
Deferring for a moment any consideration of the effect of joint
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operations, let's now consider transfers of equipment from a lease to
warehouse stock. Section 47(a) (1) provides for a recapture of credit
if any property is disposed of, or otherwise ceases to be section 38 property
with respect to the taxpayer, before the close of the useful life which was
taken into account in computing the

credit....

The meaning of the words disposed
regulation 1.167(a)-8, which states:

of

is suggested by depreciation

For the purposes of this section the term retirement means the
permanent withdrawal of depreciable property from use in the trade
or business or in the production of income. The withdrawal may be
made in one of several ways. For example, the withdrawal may be
made by selling or exchanging the asset, or by actual abandonment.
In addition, the asset may be withdrawn from such productive use
without disposition as, for example, being placed in a supplies or
scrap account.
The final sentence suggests that a transfer to a warehouse is not
a disposition of section 38 property. The Senate Finance Committee
Report sheds some light on the matter when it states:
In general, property will be considered disposed of whenever it
is sold, exchanged, transferred, distributed, involuntarily converted,
or disposed of by gift.
Here it seems reasonably clear that the word transferred means transfer of title.
Examples given in the Senate Finance Committee Report of
property which ceases to be section 38 property include property
converted from business to personal use, property moved outside
the U. S., etc. Temporary retirement from actual use by storage in a
warehouse is not listed in this connection.
It appears, therefore, that the mere act of transfer from a lease
to a warehouse should not give rise to recapture of credit. If transfer
to a warehouse were a disposition and transfer back to thefieldan
acquisition, the rule of section 48(c)(1) denying credit for used
property used by a person who used such property prior to acquisition might be applicable.
The practical difficulties here are imposing. Ascertaining whether
a new item issued from a warehouse was purchased after December
31, 1961, ascertaining whether a used item was so purchased or was
transferred to the warehouse from another lease, ascertaining whether
or not the item so transferred initially qualified for the investment
214

credit—all these questions will present problems particularly in 1962
when all determinations are being made on a retroactive basis.
JOINT-INTEREST TRANSACTIONS

The practical difficulties of determining the investment credit,
and subsequent recaptures of credit, are compounded by the prevalence of joint operations in oil and gas production.
The parties to an oil and gas lease operating agreement represent
a partnership under section 761. In most cases elections not to be
subject to the partnership provisions (Subchapter K) have been filed
and each co-owner maintains separate accounts with respect to his
share of the operation. Under conventional joint-interest accounting
methods a transfer of equipment to a lease is treated in much the
same manner as a purchase and a transfer of equipment from a lease
is treated as a disposition. Upon such transfer a change of basis
occurs wherein condition value takes the place of original cost. In
depreciation accounting the difference between the taxpayer's cost
and his share of the condition value is charged to accumulated depreciation and gain or loss is not recognized until the lease is sold or
abandoned. Condition value is the basis of the charge to the warehouse
or lease to which the equipment moves and is shared by the co-owners
of such property in proportion to their interests.
How will the investment credit operate in relation to such joint
operations and such accounting practices?
One possible interpretation is that all transfers from a jointly
owned property are dispositions. This view has possible theoretical
support in the Senate Finance Committee Report which states that
"A cessation will occur when property is contributed to a partnership"
if we regard each jointly owned lease as a partnership and a separate
entity. Under this view the recapture provisions would be based on
the time the equipment was used on the first lease and a transfer to
a second lease from the first lease directly or through a warehouse
would be a purchase of used section 38 property. This method, which
might be called the entity method, has certain obvious disadvantages.
The treatment of transfers as used property purchases could more
quickly bring the $50,000 maximum into operation. In a transfer of
property after several years' use, the useful life test might deny new
credit. In any event, recapture on the first lease would be based on
original cost whereas the credit on the second lease would be based on
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condition Value which is normally a smaller figure. Section 48(c)(1)
relating to property used by the same person prior to acquisition
might be applicable.
A second possible interpretation is that a transfer from a jointly
owned lease is a disposition of any one co-owner only if the property
moves to a lease or a warehouse in which he holds a lesser fractional
interest and only to the extent of such reduction in interest. This view
overcomes many of the objections cited with respect to the entity
method. This method, which might be called the equity method, produces bookkeeping complications because the investment credit as a
reduction in basis would have to move with the equipment and be
subject to adjustment with decreases or increases in fractional interest. At the outset the investment credit would be set up in an
investment credit offset account which would serve to reduce the basis
of property. If the item were transferred to a warehouse or another
lease without increase or decrease in interest, the related amount in the
investment credit offset account would move with it despite the
change from Original cost to condition value. If the interest decreased,
recapture of a fractional part of the credit would be computed and
the amount in the investment credit offset account would be adjusted.
If the interest increased, a fraction of the condition value represented
by the increase would represent investment in used section 38 property and the additional credit would be added to the amount in the
investment credit offset account. Although, in theory, it seems to be
the most completely defensible approach, when we consider the number of jointly owned properties, the number of transfers, and the fact
that in every joint transfer each co-owner on both sides of the transaction stands in a different position, the practical difficulties of this
method seem imposing.
A third possible interpretation which some have suggested is
based on the theory that the investment credit relates to the property
on which the item is first placed in service and that subsequent transfers of the item should be disregarded. Practical rather than theoretical considerations commend this approach, which we might call the
property Method. The investment credit would be computed only on
purchases after December 31, 1961, charged directly to the lease and
on warehouse transfers to the lease of items purchased after December 31, 1961, and placed in service. Property formerly used on other
leases and transferred to new leases directly or through the warehouse
would be disregarded both for investment credit and for recapture
computations. When, however, any lease was sold or abandoned and
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any investment credit offset amounts had been set up within the
preceding seven-year period, recapture amounts would be computed
using the date of sale or abandonment as the date of disposition. The
property method is subject to the criticism that items transferred off
the property and disposed of prematurely prior to the sale or abandonment of the lease itself escape recapture. On the other hand, items
transferred off the lease at the time of abandonment may be moved
to another lease and continue in service. Yet, the method calls for
recapture of credit despite this fact. In the case of a short-lived
lease, the property method could work to the taxpayer's serious disadvantage in this respect. Perhaps the method might be modified to
overcome some of these objectionable features, as for example, treating the well, not the lease, as the property unit.
The practical difficulties of credit and recapture, which are inherent in property transfers under the entity or the equity methods,
are imposing. With the lack of detail property records prevailing
among small operators their use is almost out of the question. If
the investment credit is to be effectively administered, accountants
as a profession must become deeply involved in a move to design and
install improved property records to serve the purpose.
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